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The Most Important Test 


By Roswell Magill 


President, Tax Foundation, Inc. 


[Editor’s Note: On November 16, the House Ways and Means Committee opened a 
scheduled five-week hearing in Washington looking toward ultimate major reform 
of the nation’s income tax system. The Committee invited more than 200 experts, 
educators, lawyers, tax administrators, businessmen and labor representatives to 
participate in “panels” designed to discuss and probe specific facets of taxation in the 
U.S. today. Among them, and a member of the first hearing day’s “panel,” was 
Roswell Magill, President of Tax Foundation, Inc. His statement to the Committee 
is given in this Tax REVIEW.] 


WANT to thank the Committee for its foresight and wisdom in scheduling these hearings. 
Many citizens have spoken and written to the effect our Federal tax structure is not well- 
designed to permit the growth and development of our economy in the world in which we live. 
Since taxes are currently so heavy, it is important that thoughtful criticisms should be thoroughly 


considered, and so far as possible, resolved. 


Prescriptions for remedies which will be presented 


to this Committee will vary 
widely. The Committee is 
performing a great service by 
offering a public forum in 
which divergent views can be 
presented for the considera- 
tion and analysis of the Com- 
mittee. We know that the 
Committee is quite as much 
concerned as we are in the 
continued growth and pros- 
perity of the country, on 
which our ultimate fate as a 
nation, as well as our annual 
revenues, must depend. 


During the next 16 years, 


This Issue in Brief 


In Mr. Magill’s opinion, the “most im- 
portant test” of every tax revision pro- 
posal is: “Does it remove or lower some 
barrier to essential economic growth?” 


As his statement in this Review notes, 
the rate and bracket structure is the “key” 


to reform of the individual income tax to 
“promote economic growth.” He says that 
“wholesale changes” are needed, and, 
most urgent of all—lower surtax rates. 


“A reduction of the highest bracket 
rates,” he observes, “would permit faster 
economic growth and involve little, if any, 
revenue loss.” 








we need to create 20 million new jobs for the young 
men who will come to working age during that period. 


We must also maintain the 
jobs of 67 million presently 
employed. Economic expan- 
sion capable of creating 20 
million jobs will not come 
automatically. For one thing, 
it takes about $14,000 in new 
capital to create one new job 
in industry. The only possible 
source of that money is sav- 
ings after taxes. Moreover, to 
persuade the saver to invest 
his money in a new business, 
he needs the encouragement 
that Congress can give him; 
the reassurance that Congress 
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is interested in promoting vigorous private enterprise, 


and will permit investors to retain for themselves a fair 
share of the profits that the new enterprise produces. 


Therefore, I want to focus my remarks on tax re- 
form for economic growth—the kind of growth that 
will enable our nation to compete successfully with 
any other nation. Growth that will provide for our 
own young men more than a million new jobs a year 
for the indefinite future as well as maintain 67 million 
existing jobs. In my view the most important test of 
every proposal for tax revision is: does it remove or 
lower some barrier to essential economic growth. If it 
does not, in my view, it loses priority and importance. 


Rate, Bracket Structure is Key 


This does not mean that we can ignore such basic 
considerations as the equity of the tax system. Cer- 
tainly, the tax system should be made more equitable. 
The present individual income tax structure is seri- 
ously inequitable, as well as damaging to personal in- 
centives and economic growth. It certainly can be 
greatly improved. Tax rates that take up to 91 cents 
of every extra dollar earned are both inequitable and 
destructive of incentives to produce and expand. At 
the other end of the rate scale, it is inequitable to sub- 
ject a family of four (a married couple with two chil- 
dren) with an income of $3,000 to the same marginal 
tax rate as a similar family with an income of $7,000. 


1. The rate and bracket structure is the key to re- 
form of the individual income tax to promote eco- 
nomic growth. Except for income splitting, the present 
bracket structure is essentially the same as it was 
under the wartime Revenue Acts of 1942 and 1944. 
The first bracket rate is now 20 percent on the first 
$2,000 of taxable income, compared to 19 percent in 
1942. The top bracket rate is 91 percent today com- 
pared to 94 percent at its World War peak. The ex- 
emption for a married couple is now $1,200 — the 
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same as in 1942. In other words, we are still paying 
wartime income tax rates. 


During the war, the income tax was used to sup- 
plement the program of wartime controls—it served 
to limit incomes. Moreover, the wartime structure was 
built on the existing structure created in the 1930’s 
to redistribute income as a method of attack on the 
economic power of high income groups, in keeping 
with the then prevalent economic philosophy. 


Although use of the tax system for such purposes 
as government control over income has no general 
acceptance today, we remain saddled with a rate and 
bracket structure set up with these purposes in mind. 
It is hard to envisage any worse characteristics in a 
tax structure that aims at economic growth. 


We urgently need wholesale changes in the rate and 
bracket structure to permit economic expansion. I 
have suggested some details in the paper already pre- 
sented. I would like to stress here the most urgent 
need of all—lower surtax rates. If all the higher rates 
above 20 percent were eliminated, we would lose only 
13 percent of present revenue or about $4.6 billion. 
On the other hand, the present steeply progressive 
rates seriously weaken the incentive to climb up the 
economic ladder and thus reduce potential income 
tax revenues. If a person does work hard and finally 
reaches the top, he is penalized severely. 


Revision Would Mean Tax Cut 


A reduction of the highest bracket rates would 
permit faster economic growth and involve little, if 
any, revenue loss. It would reduce the distorting 
effects of the income tax and lessen pressures to pro- 
vide “escape valves.” It would also produce a tax 
structure more in accord with general notions of 
relative equity. 


A forthcoming study by the Tax Foundation of the 
rate and bracket structure of the individual income 
tax suggests several alternative methods for spreading 
the income brackets and reducing rates; for example, 
one alternative would split the first income bracket 
and levy rates ranging from 16 percent to 64 percent. 


The kind of revision I am proposing will mean 
some tax reduction. It is doubtful that any significant 
tax revision for economic growth can be accom- 
plished without some reduction of the tax burden. 
This was the case with tax changes in 1948 and 1954. 
It was apparently the case with the substantial re- 
visions accomplished in the Canadian income tax 


ii, 


stem 


oe A a eee 
—veenrarereas 


TAX REVIEW, NOVEMBER 1959 
comssssssessnacssssspaensemeseenpmsncehanetsesitiemsimieieiasmematem iia cia ea 





Table 1 
FEDERAL BUDGET RECEIPTS BY SOURCE 
Fiscal Years—1946-1960 





(Billions) 

Total Individual Corporations & Net Estate 

Budget Income Excess Profits Excise Employment and Miscellaneous 
Year Receipts Tax Taxes Taxes Customs Yous Gift Taxes Receipts 
1946 $39.8 $16.2 $11.8 $7.0 $.4 $.2 $.7 $3.5 
1947 39.8 17.8 8.6 7.2 a 2 8 46 
1948 41.5 19.3 9.7 74 4 05 9 3.8 
1949 37.7 15.5 11.2 7.5 4 2 8 2.1 
1950 36.5 15.7 10.4 re 4 2 es 1.4 
1951 47.6 21.6 14.1 8.6 6 2 P 1.6 
1952 61.4 27.9 21.2 8.9 a 3 8 1.8 
1953 64.8 30.1 21.2 9.9 6 a 9 1.9 
1954 64.7 29.5 21.1 9.9 § 3 9 2.3 
1955 60.4 28.7 17.9 9.1 6 6 9 2.6 
1956 68.2 32.2 20.9 9.9 of a 1.2 3.0 
1957 71.0 35.6 21.2 9.1 J a 1.4 2.8 
1958 69.1 34.7 20.1 8.6 8 n 1.4 3.2 
1959* 68.2 36.7 17.3 8.5 9 3 1.4 3.0 
1960” 79.0 41.0 22.5 9.1 1.0 3 1.4 3.7 


@ 


® Detail will not add to total because of rounding. 
» Based on Midyear Review of The 1960 Budget and Tax Foundation estimates. 
Source: Bureau of the Budget. 


since World War II. It is further true as our history 
has shown, that a reduction in rates which stimulates 
economic growth produces more, not less, money for 
the U.S. Treasury. 


2. Some people argue that tax rates could be sub- 
stantially reduced without revenue loss by closing 
“loopholes” and “broadening the tax base.” An ex- 
amination of the most widely discussed “loopholes” 
indicates that this word is applied by advocates of 
change not to unintended benefits, but to well-con- 
sidered features of the tax law of which the speaker 
does not approve. Thus, income splitting, percentage 
depletion, taxing of capital gains, and the dividend 
credit are thrown by some into the category of “leak- 
ages” and “loopholes.” Proposed revisions in the 
treatment of these items account for most of the 
revenue that is said to be obtainable from “broaden- 
ing the tax base.” 


Misleading Use of Word “Loophole” 


All of these features were adopted by Congress 
after due consideration and for what Congress con- 
cluded were good and sufficient reasons. They are not 
cases of income inadvertently or unjustifiably removed 
from the tax base or deductions casually granted. If 
Congress decides to alter these provisions, it will do 
so for what now seem good and sufficient reasons, and 


as a result of the kind of thoughtful study now being 
undertaken by your Committee. Misleading and par- 
tisan use of the epithet “loophole” adds nothing con- 
structive to the testimony of witnesses or to your 
deliberations. 


3. “Erosion of the tax base” is another widely-used 
phrase. A survey of income outside the tax base in- 
dicates that the base has been growing instead of 
shrinking in relation to personal income. Much of the 
income outside the tax base is accounted for by what 
Congress has considered justifiable differences be- 
tween definitions of personal income and of income 
reportable for tax purposes. Non-reported income has 
not been increasing either as a percentage of personal 
income nor in absolute amount. 


4. Many proponents of broadening the tax base 
are aiming not so much at a reduction of tax rates 
as at obtaining new revenues for expanded Federal 
spending programs. As this Committee has found, 
closing of real loopholes — unintended benefits and 
hardships — gains very little revenue. As recently as 
during the consideration of the Technical Amend- 
ments Act of 1958, the staff of your Committee found 
it impossible to prepare detailed estimates of the 
revenue effect. The Senate Finance Committee report 
concluded that “it appears doubtful whether this bill 
will have any significant effect on revenues.” 


On the other hand, income splitting and the several 
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